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Statement of Walter A. II. Cooper
Chairman of the Committee on Federal Taxation of
the American Institute of Accountants

Before the Senate Finance Committee
August 21, 1941

My name is Walter A. M. Cooper of White Plains, N. Y.,
and New York City.

I appear as Chairman of the Committee on Federal

Taxation of the American Institute of Accountants.

In accordance

with our established policy, the profession I represent takes no
position on the matter of rate or type of taxation believing that

we all must face, and are prepared to carry, a substantial tax bur
den and that our legislators and fiscal experts can well determine
the necessary rates.

However we do wish to make certain recommenda

tions concerning the bill (H.R. 5417) now before you.

These I

summarize as follows:
I

We urge that all personal exemptions be eliminated and that
the normal income tax be withheld at the source on all
payments to individuals, partnerships and trusts of
salaries, wages, dividends, interest and other fixed or

determinable income.
II

With respect to the capital stock tax (which we have pre

viously stated, and still believe, should be eliminated),
if that must be retained, we urge that corporations be
given the right to revise upwards, adjusted declared

values during the second and third years - as in 1939 and
1940.

III

The section dealing with the annual adjustment of declared

value should provide for adding the not income, after

deduction of income and excess profits taxes, rather than
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the amount before such tax deductions - as now proposed.
IV

In connection with the new 10% tax applicable to corpora

tions using the invested capital credit method, provision
should be made for a redetermination of base period income
in abnormal situations described in Sec.722 - which

because of its limitations, will otherwise not be appli

cable .
V

The provisions of Sec.204(e) should be eliminated so as to
provide that the unused excess profits credit for any

taxable year beginning prior to December 31, 1940 should
be computed under the provisions of the Internal Revenue

Code before amendment by the pending bill.
VI

The definition of "Corporation surtax net income" should be

modified so that, in computing it, the limitation on the

credit for dividends will be net income otherwise subject
to the surtax.
VII

The provisions for recognition of new capital (proposed

Section 718(6)) should be modified in four respects.

I - ELIMINATION OF PERSONAL EXEMPTIONS

To repeat this recommendation - all personal exemptions

should be eliminated in determining the income subject to normal
income tax and the amount of such tax should be withheld at the
source on the payment of all fixed and determinable income which
would include among other things, and primarily, wages and salaries,

interest and dividends.

Wo urge that for the five fundamental

reasons, as follows:

(1)

The original reason for including in the income tax
statute a personal or dependent exemption has disappearec
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(2)

Our defense is being developed to protect the right of
everyone to live and to earn any income whatsoever and

there is no reason why every person in the United
States should not contribute a share of that burden,

proportionate to the amount of income, if any.
(3)

The imposition of tax on all income without exemption
would tend to prevent inflation of prices and probably

would be more helpful in accomplishing the desired
result in that respect than anything heretofore suggested.

(4)

The collection at the source will not involve administra

tive complications but, to the contrary, will make the

problem of collection simpler than it is today with a
limited exemption, and the objection to the reduction

of exemptions because it would not produce enough addi

tional revenue to justify the administrative cost of
collection, will disappear.

(5)

Such elimination of exemption would produce a very sub
stantial amount of revenue.

(1 ) The original reason for granting any exemption has completely
disappeared.
The idea of allowing any so-called personal exemptions
was first included in the 1913 Revenue Act.

At that time we sought

through the medium of an income tax law, to increase the revenues
of the Federal Government by a comparatively few millions of dollars.

We sought, in other words, to add a little "gravy" to the federal
revenue at the expense of or as a charge against those of our

citizens who had "gravy" of their own which they could share with
Uncle Sam.

Hence the law allowed substantial personal exemptions

ranging as high as $4,000 for a married couple, which on a

comparable price basis would be equal to much larger exemptions at
the present time.
Today, however, we are not seeking a little extra Federal

revenue.

The income tax law is expected to and will produce the

major portion of Federal revenues.

Merely the additional revenues

of three or four billion dollars we are now considering is many

times the total revenue of the Federal Government when the first
income tax law was enacted and personal exemptions were first con
sidered necessary.

2.

Every citizen should contribute a direct Federal tax.
We are operating today on the basis that the very exist

ence, not only of those who have some income to any extent, but
even of those who have no income, is dependent upon our developing

our defenses to insure the continuance of our way of life.

We will

defend not only those who have $800 or $2,000 of income but those
who have less.

Some of our citizens are satisfied with their smaller

incomes and do not choose to work to produce more and we shall be

defending them in their right to continue to live on that basis.
It has been urged that exemptions be not eliminated or

materially reduced because persons with incomes less than the
exemptions do not have enough income to enjoy a reasonable living.

It is noted, however, that the House Committee report, while making
such a statement, intimates that a substantial part of the tax on

automobiles will be borne by persons paying no income tax because
they have less income than the allowable exemptions, so a substantial

part of our population receives insufficient income to enjoy a rea

sonable living, yet has enough income to operate automobiles.
Even assuming that low incomes are a matter of fortune or

-5ability and not choice, those with low incomes will suffer more

through price inflation rather than tax levies which will retard

price inflation.
Every citizen ought to pay a direct tax for many reasons
which need not be repeated.

The major part of the cost must be

borne by even the lowest income group in one form or another indirect taxes or higher prices.

They will become more interested

and better citizens if they pay it directly.
3. Prevention of price inflation.

Several divisions of our government are concerned about

price inflation.

They should be, and so should all of us.

We can

not deny or avoid the fundamental facts that the price level is the

quotient resulting from dividing the available money by the goods
that can be bought with it.

When wo increase the available money

supply by operating printing presses, creating credit money or

other so-called credit inflation, prices rise, but the same thing

happens when we reduce the quantity of goods available to the supply
of money.

Millions of our workers are today devoting their productive
efforts to the creation of war and defense materials.

Some of them

arc workers who wore not employed before but many of them wore for

merly engaged in producing consumer goods.

Hence, the quantity of

consumer goods available today is materially less than before the

defense program got under way, and it will continue to decline, not
only as more workers arc absorbed by defense activities but also
because commodity shortages and priority rules will reduce the

production of consumer goods.

All the price fixing in the world will not stop that
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inflation.

If it should be stopped in certain wholesale lines it

will spread to the retail prices, and if it is stopped there with

respect to major items it will spread to the minor and uncontrolled

items.

The money is there to be spent and unless absorbed in taxes

or possibly a compulsory savings scheme, which would involve an
even greater direct levy on all wages than an income tax, it will

be absorbed in price increases somewhere along the line.

The

Federal Government may receive a substantial part of it eventually

through the medium of excess profits taxes but it will get far less
than if a tax were directly levied on income at the source so that

it is not available for spending, thus reducing the aggregate sum
of money available to buy the same quantity of consumer goods.

The Secretary of the Treasury intimated that surtaxes
should be increased for that reason but such a change will not
affect the great majority of our citizens or the major portion of
available money.

The elimination of exemptions will.

Thus whether the wage earner pays it in the form of taxes
or higher prices it will go, but if it goes in the form of direct

taxes it all goes to the Government.

When it goes in the form of

higher prices only a part of it eventually reaches the Federal
coffers.

We believe, therefore, that a reduction in the amount of
money available for the purchase of consumers' goods, by a direct

tax without exemptions, will tend to retard price increases and
accomplish more than price fixing, which may prevent immediate

profiteering but will not stop the inexorable laws of economics.
4.

The collection at the source is an essential and important
part of our recommendation.

A reduction of exemption is open to the very definite and

-7important objection that the amount of tax to be collected will be
too little in relation to the expense of collecting it, especially
when it will result in creating many new taxpayers not in the habit

of filing tax returns, paying small amounts of taxes.

However, if

any exemptions are allowed, withholding at the source cannot adeq.ua

tely and satisfactorily accomplish the desired result because those
with less income from any one source than the allowable exemption
escape any withholding even though they have income from several

sources, the aggregate of which renders them liable to tax.

Such difficulties disappear when withholding is required

on all payments of fixed and determinable income.
Equally important is the fact that the tax is withheld as

the income is paid so that the recipient never has the income to
play with or to spend.

Its loss or the failure to receive it is

not felt any more than if it were received and spent in the form of

higher prices.

Furthermore, there is no trouble when the Ides of

March roll around requiring payment of a tax on a prior year’s in

come which was received and spent and is not then available for the

payment of taxes.

Our Treasury has recently made available so-

called tax prepayment securities.

How much simpler it would be to

withhold the tax in the first place.

5.

The amount of tax that would be raised by the elimination of
all exemptions would bo substantial.
I do not have available the necessary statistical data

to estimate that sum but no doubt the Treasury experts can provide

it.

Should it be more than the revenue needs of the Government

require, then excise taxes or other indirect taxes largely payable
by the low income citizens of our country should be eliminated or

reduced.

II.

RE-DECLARATION OF CAPITAL STOCK VALUE FOR
CAPITAL STOCK TAX PURPOSES

Two years ago it was realized that the speculative possi

bilities of the capital stock tax and its related excess profits

tax, coupled with the uncertainties then existing with respect to
future income which necessarily controls the value to be declared
for capital stock tax purposes, were such that fairness and equity
required permitting an increase in adjusted, declared values.

Accordingly the law was amended to permit taxpayers to revise ad
justed declared values upwards, if they saw fit so to do.

Future income potentialities are today even more uncertain
than they were two years ago.
then present.

Price inflation is one factor not

Defense production activities and the availability,

or otherwise, of materials for consumer goods production are other
important new factors.

Corporations now faced with the problem of

declaring a value for capital stock tax, which must take into
account the potential net income, before taxes, for the next three

years, are faced with an almost impossible situation.

To reduce

speculation to a minimum, corporations should be permitted to
declare a value, in the returns to bo filed before the end of

September, knowing that they can increase such declared value as
subsequently adjusted, if future developments indicate such a re
declaration should be made.

The law was changed two years ago to

permit that and all the reasons that prompted such a change two

years ago are present today as well as several new and more impor

tant factors which were not present two years ago.
We urge, therefore, that the law be amended now, before
values have to bo declared for the tax year 1941, so that taxpayer

corporations will have the right to declare a new value, higher than
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the adjusted declared value, in returns to be filed in 1942 and
1943.

We also urge, though it may not seem important at the

moment, that the statute be amended to permit the Commissioner of
Internal Revenue to grant extensions beyond 60 days from the

ordinary due date for the filing of capital stock tax returns.
Normally 60 days should be adequate.

Because of the present un

certainties the Commissioner of Internal Revenue has already granted

the maximum extension of time permitted by the statute, yet the

law under which the return must be filed is still pending before

you.

Should it be passed before the end of

extension should be necessary.

this

month no further

If, as now seems likely, the law

will not have our President’s signature until well into the month

of September and perhaps not until October, taxpayers will be

forced to declare a value under a law not yet enacted or enacted so
recently as to leave insufficient time for all the necessary
officers or other employees to give the matter adequate considera

tion.

Hence we urge that the statute provide that if it be not

finally enacted before the 1st of September the Commissioner of

Internal Revenue should be authorized to grant extensions up to

60 days beyond September 29, 1941.

III.

ADJUSTMENT OF DECLARED VALUES

The bill pending before you provides that the declared
capital stock value shall be adjusted by adding thereto the net

income computed before the deduction of income and excess profits

taxes.

It follows the form we have had ever since the imposition

of the capital stock tax on the present basis.

It has boon unsound

from the boginning but when wo wore dealing with an income tax of
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15% it was not serious.
Today, however, income and excess profits taxes will take
up to 72% of net income.

Yet despite the fact that only 28% of it

may remain to be added to a corporation’s surplus, 100% of the
income must be added to the value originally declared for capital
stock.

Nothing could be more unsound.

The statute should provide

for an addition to declared value, subject to reduction for dividends
or other distributions, of net income after deducting therefrom all

income and excess profits taxes.

Fundamentally that is all that

can possibly be added to the taxpayer’s capital.

There will be no

mathematical or accounting difficulty in applying such a provision.

IV.

ADJUSTMENT OF BASE PERIOD INCOME
FOR THE NEW 10% TAX

The pending bill proposes to add to our taxing scheme a

new tax which will affect corporations using the invested capital
method of determining excess profits tax credit.

One of the bases

for its computation is the average income during the base period.
Early this year it was recognized that certain abnormal

events may have occurred during the base period or abnormal con
ditions may have existed during all or part thereof so as to result
in net income that did not measure fairly the earning capacity of

the taxpayer corporation.

Accordingly, a new section was inserted

in Supplement E, numbered 722, which provided for a re-determination

of the income for all or a part of the base period during which
the abnormal events occurred or abnormal conditions prevailed.

To

avoid adjustments and claims involving comparatively limited

amounts, which of course had no effect unless the credit as revised
exceeded the invested capital credit, certain limitations were
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placed on the application of Section 722.

However, those limita

tions should not apply in determining the new 10% tax.

If a tax

payer is to be charged an added tax because it uses the invested
capital credit method, when it did not earn during the base period

a comparable income, it should be permitted, without limitation, to

readjust or redetermine the base period income to exclude the effect
of abnormal events or conditions.

We urge, therefore, that the provisions of Section 722 be

made applicable, without tax limitation, to the determination of

the base period income in the computation of the new 10% tax
provided for in Section 201 of the pending bill.

V.

ELIMINATION OF SECTION 204(e)
OF THE PENDING BILL

The several amendments proposed will materially increase

the income subject to the excess profits tax.

While we of the

accounting profession believe that at least one of the changes is
fundamentally unsound (I refer here to the non-deduction of the

income tax in figuring the amount which may be subject to excess
profits taxes), we are not urging any change because in the final

analysis it will affect all corporate taxpayers alike.

We do

believe, however, that the requirement to recompute the unused

excess profits tax credit for the year 1940 on the basis of the
amendments applicable to 1941 is a most inequitable proposal.

It

resolves itself into the situation that taxpayers who earned
excess profits in 1940 were enabled to avail themselves of the
more favorable credit computed under the 1940 provisions while other

taxpayers who were not able to earn excess profits in 1940 cannot
avail themselves of a credit computed under the 1940 statute but
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must use the less favorable 1941 basis.

Thus, in result, the amend

ments are made applicable to some taxpayers for 1940 and to others
for 1941 only.

Such a discrimination is in our opinion entirely

unwarranted, particularly when it involves a tax that will take as

high as 60% of the income subject to tax.

We urge, therefore, that

the new provisions relating to the determination of excess profits

net income and the credit thereagainst be made applicable, in
computing the unused credit carry-over, only for years beginning

after December 31, 1940.
VI.

CORPORATION SURTAX NET INCOME

In defining "corporate surtax net income", for the new

6% tax, new Sec. 16 permits a deduction for the same dividend
credit as is allowed for the normal tax of 24%.

That dividend

credit - generally 85% of the dividends - is limited to and cannot
exceed 85% of net income minus the credit for certain government

interest.
For surtax purposes the government interest credit is

not to be allowed.

Hence the limitation on the dividend credit for

the purpose of that tax should be 85% of net income - including the

government interest which is to be subject to the surtax.

VII.

PROVISIONS FOR RECOGNITION OF NEW CAPITAL

In computing invested capital greater weight is to be
given new capital.

That is a sound policy.

We believe, however,

that some changes ought to be made in Section 205 of the pending
bill to-wit:

I

It should not be limited to new capital paid in after
the start of a tax year beginning after December 31,
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1940.

It should cover new capital acquired after

January 1, 1940 or the equivalent tax year.

There is

no sound reason to grant a special benefit to those who
waited for the "encouragement ” to acquire new capital

and deny it to those who patriotically went ahead, last
year and increased capital.

If it is desired to tie

this provision to the defense program - as is the

amortization deduction, it could be limited to new
capital acquired after June 10, 1940, the amortization

date.
II

As now drafted this additional allowance applies only to
corporations using the invested capital as the capital

addition under Section 713(g) is limited to the amount
of capital paid-in computed (as to property) under
Section 718(a) 2.

Companies using the income credit

method are entitled to just as much encouragement to

obtain new capital and expand as are those who use the

invested capital method.
Proposed new Section 713(a)

(6) should therefore be made

applicable to the income credit method in determining
net capital additions.

Otherwise it will be discrimi

natorily favorable to only some taxpayers and may, there

fore, fail to accomplish its purpose.
III

The reduction of new capital, for increases in inadmis
sible assets, is good but there should bo excluded from

the amount of inadmissible assets any new investment
which is not recognized as new capital to the recipient.
Under the proposed rule (Sec.718(6)

(D)) if a corporation
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acquires bona-fide new capital and invests it in turn,
in another corporation, the increase in its inadmissible

assets offsets the new capital and no additional credit

results.

However, if such second investment involves a

certain type of reorganization, or the second corporation
is a controlled company, it gets no new capital credit

either,

(Section 718(6)

(A)

(B) and (C)).

New capital

has been acquired, in fact, and it should be recognized

in the manner suggested.
IV

The limitation of proposed new Section 718(6)

(E)

(ii)

should not disregard (as is now proposed) taxable divi

dends after December 31, 1940 (or appropriate taxable
year).

If a corporation distributes its earnings for

say 1941, and in 1942 acquires new capital, its new

capital allowance is reduced by the earnings previously
distributed.

Similarly, if it acquires new capital at

any time in 1941, any earnings distribution in 1941 or
any later year will reduce its new capital allowance.

The reason for this is not apparent, it certainly does
not seem justifiable, and is likely to lead to non
distribution of earnings with a consequent reduction

in personal surtaxes.

CONCLUSION

May I say in conclusion that the accounting profession
appreciates very sincerely the privilege of presenting its views,

welcomes the opportunity to be of service and is prepared to do

anything else it can to help you.

We understand procedural and

-15technical problems will be considered later and we intend to suggest
numerous technical recommendations at a later date.

